Among the most contentious issues in the sale of securities issued by a privately held company is the scope of indemnification to which an investor is entitled for a breach of representations and warranties by the issuer. A subset of that issue is the proper measure of an investor's loss upon the occurrence of an indemnifiable event. Sophisticated investors maintain that the appropriate metric is the amount by which the value of their investment has diminished. Issuers who appreciate the ramifications of this position recoil at it, and the battle among lawyers ensues. This article will examine the meaning and basis of a diminution in value indemnification, how it seeks to maximize the recovery available to the investor, and whether the commercial benefit of such an indemnification outweighs the costs associated with demanding it as a condition to making the investment.
Stated simply, a diminution in value indemnification is an indemnification that measures an investor's loss based upon the amount by which the value of its investment decreases as a result of the indemnifiable event. It is the standard measure of loss in certain types of securities litigation.
1 Diminution in value is readily ascertainable when the issuer is a public company: the markets determine in an objective fashion the value of the issuer's securities at any point in time, so a comparison of a stock's price before and after the occurrence of the indemnifiable event yields the desired information. However, with privately held companies whose stock is not traded or quoted on a daily basis, a more complex algorithm is needed to determine value and, in turn, diminution in value.
The reason that an investor often insists that the stock purchase agreement identify the diminution in value of an investment as a type of loss for which an indemnification claim may be asserted can be traced to the law of damages. Generally, damages, including lost profits, must be ascertainable with a reasonable degree of certainty; damages that are speculative in nature typically are not recoverable.
2 Furthermore, in determining the proper measure of damages, courts consider whether a particular type of damages was within the contemplation of the parties. 3 Was it foreseeable that a party would be held accountable for the damages asserted? To the extent an indemnification provision expressly states that an aggrieved investor may recover for any diminution in the value of its investment, that contractual clause strengthens a party's claim for damages of that nature.
A numerical example
As with many facets of a private equity transaction, understanding the impact of a diminution in value indemnification is facilitated by a numerical example. Assume that an issuer is a manufacturing concern with a pre-cash enterprise valuation of $25 million, based upon trailing 12 months EBITDA of $5 million and a multiplier of five. An investor purchases $12.5 million of the issuer's Class A preferred stock, representing a 33-1/3% equity interest on an as-converted, fullydiluted basis. The purchase and sale of the Class A preferred stock is effectuated pursuant to a stock purchase agreement containing customary terms, including representations and warranties regarding the accuracy of the issuer's financial statements and the collectability of the receivables reflected on the issuer's balance sheet. The net proceeds of the offering are used to retire a portion of the issuer's senior debt and to purchase another production line in anticipation of an expansion in business over the next 12 to 24 months.
Shortly after the transaction closes, a major customer of the issuer files for bankruptcy. Upon investigation, the investor learns that, prior to the closing of the equity financing for the Class A preferred stock, the issuer was aware that its customer was in financial distress but neglected to disclose this fact in the stock purchase agreement or to increase its reserve for bad debts.
Consequently, the related representations and warranties in the stock purchase agreement were inaccurate at the time they were made. During the next fiscal year, the entire receivable owed by the bankrupt customer, in the amount of $600,000, proves to be uncollectible and must be written off, with a corresponding reduction in EBITDA.
Has the investor sustained an indemnifiable loss and, if so, in what amount? Clearly, the investor suffered a loss. As a one-third owner of the issuer, the investor may assert a claim in the amount of $200,000, or one-third of the total receivable that had to be written off. If, however, the purchase and sale agreement stipulated that diminution in value was the agreed-upon measure of loss, the investor may argue that its loss is $1,000,000. That amount is derived from multiplying $200,000--the portion of the decrease in EBITDA attributable to the investor's onethird stake-by the five times multiplier used to value the company at the time the investor purchased the Class A preferred stock. 4 Should the investor assert a claim for its loss?
The decision to assert a claim against and, perhaps, sue a company of which the would-be plaintiff is part owner is not lightly taken and should be informed by the totality of the circumstances. One consideration is that an investor holding a one-third equity interest in the company most probably has board representation; commencing litigation or threatening to do so will create a conflict of interest that may preclude continued service on the board by the investor's representatives.
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Also relevant is that costs incurred by the issuer in defending a lawsuit, resolving a dispute and satisfying any settlement or judgment will, in effect, be borne in part by the investor 6 , inasmuch as it is a one-third owner of the company. Repercussions of a suit by or a judgment in favor of a major shareholder may include triggering a default under the issuer's credit facilities, precluding future equity financings or chilling any coordinated effort to sell the company.
Assuming these myriad considerations militate in favor of asserting a claim for indemnification, the investor can shift its focus to those factors that are germane to any decision to litigate: the likelihood of success, the amount of damages that can be established with the requisite degree of certainty, and the probability that any judgment will be collected. In the fact pattern described above, establishing that the issuer breached its representations and warranties and is answerable in some amount is a near certainty. What is the extent of the investor's damages? With no market for the issuer's securities, quantifying damages will become a battle of the experts that will likely unfold over many years.
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During that period, the experts' theories of valuation and measurement of the indemnifiable loss may be supplanted by actual events in the company's life cycle. For example, growth in the company's business may materialize ahead of projections, with EBITDA increasing the very next year to $7.0 million--notwithstanding the write off of the $600,000 receivable--and that same year the issuer may be sold for $50 million, representing approximately a seven-times multiple of EBITDA. A return on investment in excess of 30% will likely abrogate the investor's claim for damages. In contrast, the issuer may languish and, four years after the issuance of the Class A preferred stock, be sold for $35 million, with the investor recovering most, but not all, of its initial investment. In this scenario, can any loss suffered by the investor be attributed to a misrepresentation made more than four years prior to the sale of the company? Moreover, if litigation between the investor and the company is pending at the time of the proposed sale-assuming, of course, the litigation does not derail the transaction-a purchaser of the company's stock will require dismissal of the lawsuit as a condition to closing. Under these circumstances, any settlement will likely be for a fraction of the claim asserted by the investor.
Another potential fate of the issuer is that the bad receivable causes it to default under the financial covenants contained in its senior credit agreement, which the issuer is unable to cure or convince the senior lender to waive. Due to tight credit markets and the issuer's mediocre operating results, the issuer is unable to refinance its indebtedness. As a result, the senior lender institutes suit, forcing the issuer to file for bankruptcy. In that event, the investor's claim for indemnification is reduced to an unsecured, unliquidated claim having little or no value.
Cost-Benefit Analysis
This article is not intended, and should not be construed, as legal advice in connection with negotiating an indemnification under a stock purchase agreement or deciding whether to pursue an indemnifiable claim based upon the diminution in value of an investment. Rather, the purpose of this article is to underscore the substantial impediments to an investor realizing a significant recovery against a private company in which it has invested, based upon a claim for indemnification under a stock purchase agreement. Counterpoised to this tenuous benefit is the very real danger that an investor's insistence on a diminution in value indemnification may derail an equity financing that is critical to a company's survival. Principals of an issuer may be able to accept the dilution that results from the issuance of preferred stock; however, the notion that a $1 loss to the company could translate into a damages claim for $5 by the investor may prove an insurmountable hurdle.
Case Study
We represented a privately held company in its effort to raise between $25 million and $50 million in equity in the fourth quarter of 2008. The company projected that it would violate financial covenants in its credit agreement as of the end of 2008 and, accordingly, sought to de-lever in anticipation of its next submission of a compliance certificate. The company and its investor had agreed upon all material terms in the equity financing documents with one exception: the indemnification provisions of the stock purchase agreement. The investor insisted upon a diminution in value indemnification and, for the reasons discussed above, the company resisted. As the investor or a sister fund had owned equity in the issuer for almost two years and enjoyed board representation during that time period, the company viewed the investor's demand as draconian and refused to capitulate. Likewise, the investor stood its ground and the transaction failed.
The financial difficulties that the company had feared materialized in hyperbolic fashion. Typically counter-cyclical, the company's business for the first time in its history contracted with the economy. The company violated all of its key financial covenants and, in the ensuing discussions with its lenders, could not adequately explain the downturn in business or reliably project when the problems would abate.
At the time that the company breached its financial covenants, the interest rates under its credit facilities, which had closed in the second quarter of 2007, were substantially below market. The lenders therefore availed themselves of the opportunity to reprice the senior and mezzanine loans by 400 and 600 basis points, respectively, this in addition to assessing waiver fees totaling millions of dollars. The toll on the company and its equity holders was devastating.
In retrospect, had the company consummated its equity financing in the late fourth quarter of 2008 or in January 2009, it probably could have averted the financial covenant defaults and the resultant repricing of its credit facilities and associated costs. Ironically, the battle between the company and its investor over a diminution in value indemnification-the benefit of which is subject to debate-visited upon them very real, measurable losses in the form of higher interest rates and restructuring fees. In this instance, the modicum of additional protection that would have been afforded by a diminution in value indemnification did not justify derailing the equity financing.
Conclusion
Equity investors in privately held companies demand indemnification for, among other things, the issuer's breach of representations and warranties contained in the stock purchase agreement. Moreover, investors seek to define their loss by the diminution in value of their investment, which will likely be based upon a formula similar to the formula used to value the issuer for purposes of the investment. While not inequitable, such an algorithm may support an indemnification claim by the investor that far exceeds any underlying loss suffered by the company itself. The specter of such a claim makes a diminution in value indemnification a hotly contested issue between investor and issuer. If an issuer is intransigent on this point, before abandoning an otherwise worthwhile investment opportunity, an investor should be mindful of the difficulty of proving diminution in value losses with the requisite certainty--where the issuer is a private company--and the obstacles to collecting on an indemnification claim. Those considerations may lead to the decision by the investor to forego the added protection provided by a diminution in value indemnification.
